Some Accounting Anomalies of Tax Laws
By F. W. Thornton

The present federal income-tax and profits-tax law was de
vised with the primary object of obtaining for the government an
unprecedented income. Its provisions were mainly directed to
that end, with perhaps an incidental consideration for specific
sections of the population or of the country. In these circum
stances, it is natural that the law should contain provisions having
unforeseen effects on some classes of business. At this time, when
revision of the law is expected, it is worth while to consider some
of these unexpected effects that have not received general recog
nition, although they are of large amount.
Prior to the passage of the present tax laws, preferred stock
of corporations received specific percentages of dividend, the
whole of the remaining earnings accruing to the common stock
holder. The income-tax law assesses on the entire earnings of
a corporation 10 per cent. of so-called normal tax, which is handed
on to the extent of 8 per cent. as a deduction from tax of the
person receiving dividends on the stock. It is clear that the pre
ferred stockholder now receives more than the original percent
age agreed to be paid on his stock, the addition being the amount
of exemption handed on to him to be deducted from his income
tax. Apart from stock in the hands of those with incomes below
$4,000, this privilege is equivalent to an addition of 8 per cent. to
the value of the stock. The benefit to the preferred stockholder
is given at the expense of the common stockholder. Before the
tax law, the common stockholder had all the earnings after paying
the prescribed percentage on preferred stock. Now he must pay
his own share of normal tax and pay also for the preferred stock
holder his normal tax. If the new corporation tax law should
take the form of an increased flat income tax on corporations,
the question would arise as to how much of this tax would be
handed on as an exemption to the individual receiving dividends.
If the amount should be increased above the present 8 per cent.,
it would constitute a further gift to the preferred stockholder
at the expense of the common stockholder. No such benefit is
given to a bondholder, and this is one of the reasons, not always
understood but always effective, for the relatively high price of
preferred stocks as compared with bonds.
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First-class 7 per cent. preferred stock now sells at a price
materially higher than 7 per cent. bonds—as, for instance, U. S.
Steel preferred, 109; Standard Oil of New Jersey, 108—the
difference being curiously close to the percentage of gain from
abatement of normal tax. Seven per cent. bonds, having 2 per
cent. paid at the source, of similar high standing, sell about
101-102.
When the supreme court decided that stock dividends were
not taxable income there was general satisfaction among stock
holders and a feeling that taxes for them had been saved. This
is not necessarily so, and the reverse may be the case—will be,
if the stock is sold.
If a stockholder receive a stock dividend and immediately
report it as income, the tax to be paid on it is the tax on a divi
dend, that is, surtax only. Then, after paying surtax, the stock
holder adds the amount of the stock dividend to his cost of securi
ties. On final disposition he pays full tax only on the excess of
the realization over the original cost plus the stock dividend.
Under the present ruling, however, the stockholder will pay,
on final liquidation, normal tax and surtax on the entire gain.
A figured example may make this clearer:
Stockholder owns 1 share costing $100. He receives another
share as a stock dividend. If he now reports it for taxation he
pays—surtax only—on $100. If he proceeds to sell the two
shares, receiving $220, his profit, taxable in full, is $20, on which
he pays normal tax and surtax; total tax in this case is normal
tax on $20, surtax on $120.
But under present rulings no income accrues until final sale,
when the tax would be normal tax on $120, surtax on $120, an
increased tax of normal rate on $100.
One of the unfortunate effects of this is that it is an incentive
to the owners to retain such stock until, at their death, the accre
tion of value escapes income tax, paying only inheritance tax,
which it would have paid even if the stock had been sold and
income tax paid on the profit before the owner’s death.
It is clear that the source of the profit in the case cited above
was the profit of the corporation, which had paid tax, and it
should come into the hands of the stockholder free of normal
tax. Indeed there seems to be some basis for a claim to this
exemption when stock received as a stock dividend is sold, even
under present rulings, although no such claim has been made
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within my knowledge. When a stock dividend is realized in cash,
does it cease to be a dividend? If the recipient sells it together
with the original stock immediately on receiving it, are not the
proceeds dividends to the extent of the face value of the stock
dividend ? And if so, does delay in selling alter the case ?
If a stock dividend has been paid and the paying company
at a later date liquidates, only surplus over the face value of all
the stock would be allowed as dividend in computing taxes; so
that at no time has the profit of the company come into the hands
of the stockholder free of normal tax unless the proceeds of sale,
to the extent of the face value of the stock dividend, are con
sidered as dividends.
The only theory consistent with the ruling that stock dividends
are not taxable income is that the common stockholder always
owns his share of the accrued surplus but is taxable on it only
when it is converted into cash. Clearly, that accrued surplus has
paid income tax in the hands of the corporation and, when
realized by the common stockholder, should be income subject to
the dividend exemption. A common stockholder selling his stock
at a profit is therefore selling accrued surplus that is entitled to
the dividend exemption, and absolute justice would be done only
if all profit and loss made on the sale of common stock were
treated for taxation as dividends. In the end, the final holder of
common stock will be taxable on the difference between the cost
to him, including all the intermediate accumulated profits, and the
amount received on final liquidation. All of this amount, except
the original paid-in capital, is dividend, but owing to the fact that
preceding holders of that stock may have sold it at successively
higher prices, the final holder would receive only a diminished
amount of income and could take exemption only on that amount
of the final liquidation that had not already been absorbed in the
profits of the previous holders of the stock.
Another irregularity arises in the short sale of stock. When
a short sale is made, stock that does not really exist is brought
into theoretical existence. For each share of stock sold short
there is a share owned by someone, generally on margin, that is
borrowed to supply the share for delivery to the purchaser in
the short sale. As a rule the owner of the stock, especially if it
be stock held on margin, does not know that there has been a loan
of his stock. There are, then, two owners of the share—one
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owning it originally, another who has purchased it from a third
party who in turn has borrowed it from a broker to make delivery.
Both owners of the stock will expect to receive dividends, one
of the dividends being paid out of the pocket of the person selling
short. Both will take exemption on that income as dividend. It
is difficult to see that anyone is to blame. The man who sells
short is compelled only to pay the dividend on the stock he has
sold short; the man who has just purchased the stock does not
know that it is sold short and is entitled to dividend with the
usual dividend exemption, and the person who owns, on margin
or otherwise, the stock that has been borrowed for the purpose
of the short sale also has a right to dividend with the regular ex
emption. There is nothing in the law to compel a man who pays
dividend on stock sold short to pay to the government the normal
tax on that amount; so that on the whole the government loses
the amount of the normal tax on all dividends paid out of the
pocket of the short seller to the purchaser of such stock. The
exemption is intended to represent tax which has been paid for
the stockholder by the corporation; the short seller has paid no
such tax.
If the government loses, someone gains. In this case it is the
short seller. He puts himself in the place of the corporation,
paying dividends with tax exemption without having actually paid
the tax. The corporation must pay the tax on all its earnings, so
that for each dollar paid out by the corporation to stockholders
the cost to the corporation is $1.08 or more. A short seller can
well afford to pay $1.00 in dividends if the corporation whose
stock he sells short is put to an expense of $1.08. Theoretically,
he should be able, after dividend is paid, to buy the stock of the
corporation for $1.08 less than before, making the $.08 profit.
The corresponding anomaly when stock is sold by bucket shops
will be readily seen.
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